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Executive Summary

The global financial system is currently experiencing a significant macroeconomic shift: a rapid and aggressive
rise in 2-year real (inflation-adjusted) Treasury yields. Because the 2-year maturity is highly sensitive to
near-term monetary policy, this spike is one of the most powerful and disruptive signals in global
macroeconomics. This primer discusses the mechanics of real yields, the drivers behind the recent spike, and
the far-reaching implications for the economy, monetary policy, and financial markets.

1. What are Real Yields? (The Mechanics)

According to the Fisher Equation, the nominal interest rate is the sum of the real interest rate and expected
inflation. Therefore, the Real Yield is calculated as: Real Yield = Nominal Treasury Yield - Breakeven
Inflation Rate.

While the 10-year real yield represents long-term economic growth prospects and the neutral cost of capital, the
2-year real yield is a direct gauge of near-term monetary policy tightness. When the 2-year real yield rises
rapidly, it means that either nominal yields are surging because the Federal Reserve is signaling a restrictive
stance, or inflation expectations are falling rapidly while nominal yields remain sticky.



2. Why the 2-Year Portion is Rising Rapidly

The rapid rise in the 2-year portion is driven by a combination of aggressive central bank rate hikes and a rapid
cooling of short-term inflation expectations. As the Federal Reserve maintains a restrictive stance to ensure
inflation returns to its target, short-term nominal yields remain elevated while breakeven inflation rates decline,
causing real yields to surge.

3. Macroeconomic Transmission Channels

• Tightening of Financial Conditions: Businesses and consumers borrow in real terms. High real rates
increase the hurdle rate for corporate investments (CapEx) and tighten bank lending standards.

• Strengthening of the US Dollar: Capital flows into USD-denominated short-term assets to capture high
risk-free real returns, exporting inflation globally.

• Debt Servicing Burden: Forces the US Treasury and corporate borrowers to roll over maturing short-term
debt at significantly higher interest rates, widening deficits.



4. Asset Class Implications & Correlation Analysis

A higher risk-free real yield increases the discount rate used to value future cash flows, disproportionately
hurting long-duration assets like technology stocks and non-yielding assets like gold.

5. Conclusion & Portfolio Strategy

The rapid rise in 2-year real yields signals a highly restrictive economic environment. Investors should consider
shifting toward high-quality, short-duration fixed income to lock in attractive real yields, while reducing exposure
to highly leveraged growth companies and highly sensitive cyclical commodities.


